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unreasonable) arbitrary cost assignments for the purposes of designing rates.”’ Too great a
dependence on cost studies is to be captured by their underlying assumptions and methodological
flaws. Utilities and commissions should be cautious before ado pting a particular method on the
basis of what may be a superficial appeal. More important, however, is the concern that a costing
method, once adopted, becomes the predominant  and unchallenged  determinarnt of rate
design.

Marginal cost analysis demonstrates that distribution costs vary with load in the long run. This
has important implications for rate design. Embedded cost analysis, though it relies on a priori
assumptions about causes (and allcations therefore) of historical costs, is useful inrate design at
least insofar as it informs the process of reconciling marginal cost-based rates with revenue
requirements.”® We recognize that there are honest disagreements over approaches to both kinds
of analysis.” But what is important here is for regulators to be aware of the fundamental
relationships between costs and demand for electric service, in order to devise rates that best
serve the objectives they seek.

57. Toensure that [embedded distribution plant] costs are properly allocated, the analyst must first classify
each account as demand-related, customer-related, or a combination of both. The classification depends upon the
analyst s evaluation of how the costs in thess accomnts were incurred. NARUC, p. 89. Interestingly, the manual,
in a table on page 34, acknowledges that there is an energy-related component to embedded distribution costs, but
is otherwise silent on the question,

58. Bonbright, pp. 366-367. Bonbright expresses some skepticism as to the usefulness of most embedded cost
studies for rate design, on the ground that they often ignore the relationship between cost causation and
apportionment. One may suspect that the choice of [allocation] formula depends, not on principles of cost
imputation but rather on types of apportionment which tend to Justify whatever rate structure is advocated fr non-
cost reasons. /4., p. 368.

59. See, e.g., Chemick, Vol. 5, pp. 58-83, and NARUC, pp. 86-104 and 137-146.






